This note presents a simple model that nests the "excess liquidity" and "savings glut" hypotheses of the debate on the recent asset price boom. It clarifies the notion of investors' 'search for yield' and shows how financial frictions influence asset price dynamics.
Introduction
Recent asset price developments in the major economies have been the subject of much debate. Real long-term interest rates are historically low, credit spreads appear unusually compressed, and prices in a range of financial markets -from gold to real estate -have risen rapidly. King (2006) summarises the two main explanations for this behaviour. On one view, rapid money and credit growth has prompted investors to migrate to higher-yielding, riskier assets. The greater flow of funds into more innovative and riskier asset classes as investors search for yield has, arguably, driven asset prices up and interest rates down, inducing migration yet further down the risk spectrum.
Figures 1 and 2 show how real long-term interest rates and broad money growth across the advanced industrial countries have evolved in recent years. 1 The low policy rates in many of the major economies also appear to have contributed to a buildup of "carry trades", with investors borrowing in low-yielding currencies (eg the yen) to invest in high-yielding currencies, such as the Australian dollar. Galati and Melvin (2004) An alternative view attributes the decline in real interest rates, and the implied rise in asset prices, to structural shifts in saving and investment patterns (see Bernanke, 2005 , Rajan, 2006a to mercantilist exchange rate policies (Dooley et.al, 2003) or invesment restraint following the boom of the late nineties and the advent of investment in intangible assets (Rajan, 2006b ) remains an open question.
We present a simple model, inspired by Blanchard (1981) and Krugman (1991) , that nests the "excess liquidity" and "savings glut" hypotheses of the current debate on the global asset market boom. Our paper clarifies the notion of a search for yield and shows how financial frictions affecting the ability of agents to make markets for risky securities might influence asset price dynamics. Our analysis also demonstrates how asset prices driven by investors' " search for yield" could have negative consequences for financial stability.
Model
A closed economy is populated by a continuum of risk-neutral investors with unit mass. Each investor holds an endowment which needs to be transformed or financial institutions borrowed at (low) dollar rates and invested in high-yielding local assets. This carry-trade strategy was profitable with fixed exchange rates, and the profits were increasing as long as higher foreign inflows served to reduce the funding costs.
Let the real flow profit generated from entering such trades with a fraction, k t , Funding Externalities, Asset Prices, and Investors' "Search for Yield" 5 of the endowment be
where γ ≥ 0 and 0 ≤ k t ≤ 1. The parameter γ governs the sensitivity of flow profits to the flow of funds into the high-yield asset. If γ = 0, the price of the asset is insensitive to the flow of funds into and out of the market and υ t = υ, the fundamental value of the asset. But if γ > 0, there are externality effects commensurate with the "weight of money" that has accumulated in market. 3 At the fixed point, k t = k * , the overall level of inflows is such that the investor receives the fundamental value of the high-yield asset.
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To sharpen our focus on investors' search for high-yielding assets, we restrict their portfolio choice to be binary. As an alternative to the high-yield asset, investors may invest the endowment in short-or long-term bonds offering real rates of return r t and R t respectively. 5 Assets are assumed to be perfect substitutes, so they have the same short-term (instantaneous) rate of return, i.e.
where υ t is the cash flow from the high-yield asset and ¦ q t /q t is the rate of capital gain on it. Rearranging (2) gives a dynamic equation for q t , the price of having a unit of capital in the high-yield sector, namely
Arbitrage between short-and long-term bonds also means
The efficiency with which savings can be channelled towards investment depends on financial development and the degree to which intermediaries are able Funding Externalities, Asset Prices, and Investors' "Search for Yield" 6 to solve informational problems (Levine 1997) . We assume that capital is transformed into the high-yield asset at a rate determined by intermediation costs, μ, and the price of the asset relative to its fundamental value, i.e. The conditions for arbitrage (3) and capital market equilibrium (5) comprise a simple linear dynamic system in q, k space. Figure 3 illustrates. Capital market equilibrium, ¦ k t = 0, is depicted by the horizontal isocline parallel to the x−axis.
The intercept is υ/r, the discounted fundamental value of the high-yielding asset.
The upward sloping isocline, ¦ q t = 0, has slope γ/r and intercept (υ − γk * )/r since steady state asset prices are given by
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Two conditions must be met if the two isoclines are to intersect. These also specify the two stable steady state equilibria of this system.
• An equilibrium in which all investors "search for yield" and transform their endowment into the high-yielding asset. Specifically,
If all investors "search for yield" the actual value of holding the high-yield asset must exceed the fundamental value of the asset.
• An equilibrium in which none of the investors transform their endowment and where
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Asset price dynamics
The dynamic behaviour of asset prices in our model are described by differential equations involving q t and R t . We therefore solve for both these variables in terms of the underlying frictions, γ and μ, to show how funding externalities and financial innovation contribute to asset price behaviour.The characteristic equation of the dynamic system is
Focusing on real eigenvalues, i.e. where r 2 > 4μγ, the dynamic equation for q t in terms of the key financial frictions, μ and γ is simply
where A and B are arbitrary constants. Clearly, as γ, μ → 0, q t → A + B, or equivalently, q t → υ/r. The stronger the financial frictions, the further they take asset prices away from fundamental valuations.
From the arbitrage condition between between short-and long-bonds (4), we know that
and to solve for equations of the form
, we use the fixed point of the differential equation, which occurs when
Setting R 2 t − rR t = 0,it is clear that R * = r is the fixed point of the differential equation. Taylor series expansion of f (R t ) around R * allows f (R t ) to be appoxi-
Defining a new variable g = R − R * , allows us to write the differential equation as
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where C is another arbitrary constant. Note that equations (2) and (8) can be substituted into the expression for equation (9) to allow long-term interest rates to be expressed in terms of the frictions γ and μ.
Excess liquidity or saving glut?
The hypotheses highlighted by King (2006) and other policymakers can now be cast into this simple framework. Whether the asset price boom of recent years is a result of speculative investments in activities, such as the carry trade, or a rational response to fundamental macroeconomic factors is a key question for policymakers, particularly following the reappraisal of the pricing of risk by financial market participants during 2007.
Consider the equation for steady state asset prices,
where q * can be regarded as the ratio of asset prices relative to a constant level of unit goods prices.
This ratio is determined by the fundamental value of the asset, the rate of interest, and the strength of funding externalities in key asset markets. In the nomenclature of current policy debate, the ratio could be high because of "excess savings" or improvements in the quality of risky credit (υ); low interest rates or "excess global liquidity" (r) ; or if prices are more sensitive to flows of hot money into "carry-trade assets" (γ). 
